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(f) Coordination with intangible prop-
erty rules. The value of an item of tan-
gible property may be affected by the 
value of intangible property, such as a 
trademark affixed to the tangible prop-
erty (embedded intangible). Ordinarily, 
the transfer of tangible property with 
an embedded intangible will not be 
considered a transfer of such intangible 
if the controlled purchaser does not ac-
quire any rights to exploit the intan-
gible property other than rights relat-
ing to the resale of the tangible prop-
erty under normal commercial prac-
tices. Pursuant to § 1.482–1(d)(3)(v), 
however, the embedded intangible must 
be accounted for in evaluating the 
comparability of the controlled trans-
action and uncontrolled comparables. 
For example, because product com-
parability has the greatest effect on an 
application of the comparable uncon-
trolled price method, trademarked tan-
gible property may be insufficiently 
comparable to unbranded tangible 
property to permit a reliable applica-
tion of the comparable uncontrolled 
price method. The effect of embedded 
intangibles on comparability will be 
determined under the principles of 
§ 1.482–4. If the transfer of tangible 
property conveys to the recipient a 
right to exploit an embedded intan-
gible (other than in connection with 
the resale of that item of tangible 
property), it may be necessary to de-
termine the arm’s length consideration 
for such intangible separately from the 
tangible property, applying methods 
appropriate to determining the arm’s 
length result for a transfer of intan-
gible property under § 1.482–4. For ex-
ample, if the transfer of a machine con-
veys the right to exploit a manufac-
turing process incorporated in the ma-
chine, then the arm’s length consider-
ation for the transfer of that right 
must be determined separately under 
§ 1.482–4. 

[T.D. 8552, 59 FR 35011, July 8, 1994; 60 FR 
16382, Mar. 30, 1995] 

§ 1.482–4 Methods to determine taxable 
income in connection with a trans-
fer of intangible property. 

(a) In general. The arm’s length 
amount charged in a controlled trans-
fer of intangible property must be de-
termined under one of the four meth-

ods listed in this paragraph (a). Each of 
the methods must be applied in accord-
ance with all of the provisions of 
§ 1.482–1, including the best method rule 
of § 1.482–1(c), the comparability anal-
ysis of § 1.482–1(d), and the arm’s length 
range of § 1.482–1(e). The arm’s length 
consideration for the transfer of an in-
tangible determined under this section 
must be commensurate with the in-
come attributable to the intangible. 
See § 1.482–4(f)(2) (Periodic adjust-
ments). The available methods are— 

(1) The comparable uncontrolled 
transaction method, described in para-
graph (c) of this section; 

(2) The comparable profits method, 
described in § 1.482–5; 

(3) The profit split method, described 
in § 1.482–6; and 

(4) Unspecified methods described in 
paragraph (d) of this section. 

(b) Definition of intangible. For pur-
poses of section 482, an intangible is an 
asset that comprises any of the fol-
lowing items and has substantial value 
independent of the services of any indi-
vidual— 

(1) Patents, inventions, formulae, 
processes, designs, patterns, or know- 
how; 

(2) Copyrights and literary, musical, 
or artistic compositions; 

(3) Trademarks, trade names, or 
brand names; 

(4) Franchises, licenses, or contracts; 
(5) Methods, programs, systems, pro-

cedures, campaigns, surveys, studies, 
forecasts, estimates, customer lists, or 
technical data; and 

(6) Other similar items. For purposes 
of section 482, an item is considered 
similar to those listed in paragraph 
(b)(1) through (5) of this section if it de-
rives its value not from its physical at-
tributes but from its intellectual con-
tent or other intangible properties. 

(c) Comparable uncontrolled trans-
action method—(1) In general. The com-
parable uncontrolled transaction meth-
od evaluates whether the amount 
charged for a controlled transfer of in-
tangible property was arm’s length by 
reference to the amount charged in a 
comparable uncontrolled transaction. 
The amount determined under this 
method may be adjusted as required by 
paragraph (f)(2) of this section (Peri-
odic adjustments). 

VerDate Sep<11>2014 13:22 Jun 13, 2017 Jkt 241096 PO 00000 Frm 00666 Fmt 8010 Sfmt 8010 Y:\SGML\241096.XXX 241096rm
aj

et
te

 o
n 

D
S

K
2T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



657 

Internal Revenue Service, Treasury § 1.482–4 

(2) Comparability and reliability consid-
erations—(i) In general. Whether results 
derived from applications of this meth-
od are the most reliable measure of an 
arm’s length result is determined using 
the factors described under the best 
method rule in § 1.482–1(c). The applica-
tion of these factors under the com-
parable uncontrolled transaction meth-
od is discussed in paragraphs (c)(2)(ii), 
(iii), and (iv) of this section. 

(ii) Reliability. If an uncontrolled 
transaction involves the transfer of the 
same intangible under the same, or 
substantially the same, circumstances 
as the controlled transaction, the re-
sults derived from applying the com-
parable uncontrolled transaction meth-
od will generally be the most direct 
and reliable measure of the arm’s 
length result for the controlled trans-
fer of an intangible. Circumstances be-
tween the controlled and uncontrolled 
transactions will be considered sub-
stantially the same if there are at most 
only minor differences that have a defi-
nite and reasonably ascertainable ef-
fect on the amount charged and for 
which appropriate adjustments are 
made. If such uncontrolled trans-
actions cannot be identified, uncon-
trolled transactions that involve the 
transfer of comparable intangibles 
under comparable circumstances may 
be used to apply this method, but the 
reliability of the analysis will be re-
duced. 

(iii) Comparability—(A) In general. The 
degree of comparability between con-
trolled and uncontrolled transactions 
is determined by applying the com-
parability provisions of § 1.482–1(d). Al-
though all of the factors described in 
§ 1.482–1(d)(3) must be considered, spe-
cific factors may be particularly rel-
evant to this method. In particular, the 
application of this method requires 
that the controlled and uncontrolled 
transactions involve either the same 
intangible property or comparable in-
tangible property, as defined in para-
graph (c)(2)(iii)(B)(1) of this section. In 
addition, because differences in con-
tractual terms, or the economic condi-
tions in which transactions take place, 
could materially affect the amount 
charged, comparability under this 
method also depends on similarity with 
respect to these factors, or adjust-

ments to account for material dif-
ferences in such circumstances. 

(B) Factors to be considered in deter-
mining comparability—(1) Comparable in-
tangible property. In order for the intan-
gible property involved in an uncon-
trolled transaction to be considered 
comparable to the intangible property 
involved in the controlled transaction, 
both intangibles must— 

(i) Be used in connection with similar 
products or processes within the same 
general industry or market; and 

(ii) Have similar profit potential. The 
profit potential of an intangible is 
most reliably measured by directly cal-
culating the net present value of the 
benefits to be realized (based on pro-
spective profits to be realized or costs 
to be saved) through the use or subse-
quent transfer of the intangible, con-
sidering the capital investment and 
start-up expenses required, the risks to 
be assumed, and other relevant consid-
erations. The need to reliably measure 
profit potential increases in relation to 
both the total amount of potential 
profits and the potential rate of return 
on investment necessary to exploit the 
intangible. If the information nec-
essary to directly calculate net present 
value of the benefits to be realized is 
unavailable, and the need to reliably 
measure profit potential is reduced be-
cause the potential profits are rel-
atively small in terms of total amount 
and rate of return, comparison of profit 
potential may be based upon the fac-
tors referred to in paragraph 
(c)(2)(iii)(B)(2) of this section. See Ex-
ample 3 of § 1.482–4(c)(4). Finally, the re-
liability of a measure of profit poten-
tial is affected by the extent to which 
the profit attributable to the intan-
gible can be isolated from the profit at-
tributable to other factors, such as 
functions performed and other re-
sources employed. 

(2) Comparable circumstances. In evalu-
ating the comparability of the cir-
cumstances of the controlled and un-
controlled transactions, although all of 
the factors described in § 1.482–1(d)(3) 
must be considered, specific factors 
that may be particularly relevant to 
this method include the following— 

(i) The terms of the transfer, includ-
ing the exploitation rights granted in 
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the intangible, the exclusive or non-
exclusive character of any rights 
granted, any restrictions on use, or any 
limitations on the geographic area in 
which the rights may be exploited; 

(ii) The stage of development of the 
intangible (including, where appro-
priate, necessary governmental approv-
als, authorizations, or licenses) in the 
market in which the intangible is to be 
used; 

(iii) Rights to receive updates, revi-
sions, or modifications of the intan-
gible; 

(iv) The uniqueness of the property 
and the period for which it remains 
unique, including the degree and dura-
tion of protection afforded to the prop-
erty under the laws of the relevant 
countries; 

(v) The duration of the license, con-
tract, or other agreement, and any ter-
mination or renegotiation rights; 

(vi) Any economic and product liabil-
ity risks to be assumed by the trans-
feree; 

(vii) The existence and extent of any 
collateral transactions or ongoing busi-
ness relationships between the trans-
feree and transferor; and 

(viii) The functions to be performed 
by the transferor and transferee, in-
cluding any ancillary or subsidiary 
services. 

(iv) Data and assumptions. The reli-
ability of the results derived from the 
comparable uncontrolled transaction 
method is affected by the completeness 
and accuracy of the data used and the 
reliability of the assumptions made to 
apply this method. See § 1.482–1(c) (Best 
method rule). 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of an 
arm’s length range. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (c). 

Example 1. (i) USpharm, a U.S. pharma-
ceutical company, develops a new drug Z 
that is a safe and effective treatment for the 
disease zeezee. USpharm has obtained pat-
ents covering drug Z in the United States 
and in various foreign countries. USpharm 
has also obtained the regulatory authoriza-
tions necessary to market drug Z in the 
United States and in foreign countries. 

(ii) USpharm licenses its subsidiary in 
country X, Xpharm, to produce and sell drug 
Z in country X. At the same time, it licenses 

an unrelated company, Ydrug, to produce 
and sell drug Z in country Y, a neighboring 
country. Prior to licensing the drug, 
USpharm had obtained patent protection and 
regulatory approvals in both countries and 
both countries provide similar protection for 
intellectual property rights. Country X and 
country Y are similar countries in terms of 
population, per capita income and the inci-
dence of disease zeezee. Consequently, drug Z 
is expected to sell in similar quantities and 
at similar prices in both countries. In addi-
tion, costs of producing and marketing drug 
Z in each country are expected to be approxi-
mately the same. 

(iii) USpharm and Xpharm establish terms 
for the license of drug Z that are identical in 
every material respect, including royalty 
rate, to the terms established between 
USpharm and Ydrug. In this case the district 
director determines that the royalty rate es-
tablished in the Ydrug license agreement is a 
reliable measure of the arm’s length royalty 
rate for the Xpharm license agreement. 

Example 2. The facts are the same as in Ex-
ample 1, except that the incidence of the dis-
ease zeezee in Country Y is much higher 
than in Country X. In this case, the profit 
potential from exploitation of the right to 
make and sell drug Z is likely to be much 
higher in country Y than it is in Country X. 
Consequently, the Ydrug license agreement 
is unlikely to provide a reliable measure of 
the arm’s length royalty rate for the 
Xpharm license. 

Example 3. (i) FP, is a foreign company 
that designs, manufactures and sells indus-
trial equipment. FP has developed propri-
etary components that are incorporated in 
its products. These components are impor-
tant in the operation of FP’s equipment and 
some of them have distinctive features, but 
other companies produce similar components 
and none of these components by itself ac-
counts for a substantial part of the value of 
FP’s products. 

(ii) FP licenses its U.S. subsidiary, USSub, 
exclusive North American rights to use the 
patented technology for producing compo-
nent X, a heat exchanger used for cooling op-
erating mechanisms in industrial equipment. 
Component X incorporates proven tech-
nology that makes it somewhat more effi-
cient than the heat exchangers commonly 
used in industrial equipment. FP also agrees 
to provide technical support to help adapt 
component X to USSub’s products and to as-
sist with initial production. Under the terms 
of the license agreement USSub pays FP a 
royalty equal to 3 percent of sales of USSub 
equipment incorporating component X. 

(iii) FP does not license unrelated parties 
to use component X, but many similar com-
ponents are transferred between uncon-
trolled taxpayers. Consequently, the district 
director decides to apply the comparable un-
controlled transaction method to evaluate 
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whether the 3 percent royalty for component 
X is an arm’s length royalty. 

(iv) The district director uses a database of 
company documents filed with the Securities 
and Exchange Commission (SEC) to identify 
potentially comparable license agreements 
between uncontrolled taxpayers that are on 
file with the SEC. The district director iden-
tifies 40 license agreements that were en-
tered into in the same year as the controlled 
transfer or in the prior or following year, 
and that relate to transfers of technology as-
sociated with industrial equipment that has 
similar applications to USSub’s products. 
Further review of these uncontrolled agree-
ments indicates that 25 of them involved 
components that have a similar level of 
technical sophistication as component X and 
could be expected to play a similar role in 
contributing to the total value of the final 
product. 

(v) The district director makes a detailed 
review of the terms of each of the 25 uncon-
trolled agreements and finds that 15 of them 
are similar to the controlled agreement in 
that they all involve— 

(A) The transfer of exclusive rights for the 
North American market; 

(B) Products for which the market could be 
expected to be of a similar size to the market 
for the products into which USSub incor-
porates component X; 

(C) The transfer of patented technology; 
(D) Continuing technical support; 
(E) Access to technical improvements; 
(F) Technology of a similar age; and 
(G) A similar duration of the agreement. 
(vi) Based on these factors and the fact 

that none of the components to which these 
license agreements relate accounts for a sub-
stantial part of the value of the final prod-
ucts, the district director concludes that 
these fifteen intangibles have similar profit 
potential to the component X technology. 

(vii) The 15 uncontrolled comparables 
produce the following royalty rates: 

License 
Royalty 

rate 
(percent) 

1 ........................................................................... 1 .0 
2 ........................................................................... 1 .0 
3 ........................................................................... 1 .25 
4 ........................................................................... 1 .25 
5 ........................................................................... 1 .5 
6 ........................................................................... 1 .5 
7 ........................................................................... 1 .75 
8 ........................................................................... 2 .0 
9 ........................................................................... 2 .0 
10 ......................................................................... 2 .0 
11 ......................................................................... 2 .25 
12 ......................................................................... 2 .5 
13 ......................................................................... 2 .5 
14 ......................................................................... 2 .75 
15 ......................................................................... 3 .0 

(viii) Although the uncontrolled 
comparables are clearly similar to the con-
trolled transaction, it is likely that uniden-

tified material differences exist between the 
uncontrolled comparables and the controlled 
transaction. Therefore, an appropriate sta-
tistical technique must be used to establish 
the arm’s length range. In this case the dis-
trict director uses the interquartile range to 
determine the arm’s length range. Therefore, 
the arm’s length range covers royalty rates 
from 1.25 to 2.5 percent, and an adjustment is 
warranted to the 3 percent royalty charged 
in the controlled transfer. The district direc-
tor determines that the appropriate adjust-
ment corresponds to a reduction in the roy-
alty rate to 2.0 percent, which is the median 
of the uncontrolled comparables. 

Example 4. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug, 
Nosplit, that is useful in treating migraine 
headaches and produces no significant side 
effects. Nosplit replaces another drug, 
Lessplit, that USdrug had previously pro-
duced and marketed as a treatment for mi-
graine headaches. A number of other drugs 
for treating migraine headaches are already 
on the market, but Nosplit can be expected 
rapidly to dominate the worldwide market 
for such treatments and to command a pre-
mium price since all other treatments 
produce side effects. Thus, USdrug projects 
that extraordinary profits will be derived 
from Nosplit in the U.S. market and other 
markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 
produce and market Nosplit in the European 
market. In setting the royalty rate for this 
license, USdrug considers the royalty that it 
established previously when it licensed the 
right to produce and market Lessplit in the 
European market to an unrelated European 
pharmaceutical company. In many respects 
the two license agreements are closely com-
parable. The drugs were licensed at the same 
stage in their development and the agree-
ments conveyed identical rights to the li-
censees. Moreover, there appear to have been 
no significant changes in the European mar-
ket for migraine headache treatments since 
Lessplit was licensed. However, at the time 
that Lessplit was licensed there were several 
other similar drugs already on the market to 
which Lessplit was not in all cases superior. 
Consequently, the projected and actual 
Lessplit profits were substantially less than 
the projected Nosplit profits. Thus, USdrug 
concludes that the profit potential of 
Lessplit is not similar to the profit potential 
of Nosplit, and the Lessplit license agree-
ment consequently is not a comparable un-
controlled transaction for purposes of this 
paragraph (c) in spite of the other indicia of 
comparability between the two intangibles. 

(d) Unspecified methods—(1) In general. 
Methods not specified in paragraphs 
(a)(1), (2), and (3) of this section may be 
used to evaluate whether the amount 
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charged in a controlled transaction is 
arm’s length. Any method used under 
this paragraph (d) must be applied in 
accordance with the provisions of 
§ 1.482–1. Consistent with the specified 
methods, an unspecified method should 
take into account the general principle 
that uncontrolled taxpayers evaluate 
the terms of a transaction by consid-
ering the realistic alternatives to that 
transaction, and only enter into a par-
ticular transaction if none of the alter-
natives is preferable to it. For exam-
ple, the comparable uncontrolled trans-
action method compares a controlled 
transaction to similar uncontrolled 
transactions to provide a direct esti-
mate of the price the parties would 
have agreed to had they resorted di-
rectly to a market alternative to the 
controlled transaction. Therefore, in 
establishing whether a controlled 
transaction achieved an arm’s length 
result, an unspecified method should 
provide information on the prices or 
profits that the controlled taxpayer 
could have realized by choosing a real-
istic alternative to the controlled 
transaction. As with any method, an 
unspecified method will not be applied 
unless it provides the most reliable 
measure of an arm’s length result 
under the principles of the best method 
rule. See § 1.482–1(c). Therefore, in ac-
cordance with § 1.482–1(d) (Com-
parability), to the extent that a meth-
od relies on internal data rather than 
uncontrolled comparables, its reli-
ability will be reduced. Similarly, the 
reliability of a method will be affected 
by the reliability of the data and as-
sumptions used to apply the method, 
including any projections used. 

(2) Example. The following example il-
lustrates an application of the prin-
ciple of this paragraph (d). 

Example. (i) USbond is a U.S. company that 
licenses to its foreign subsidiary, Eurobond, 
a proprietary process that permits the manu-
facture of Longbond, a long-lasting indus-
trial adhesive, at a substantially lower cost 
than otherwise would be possible. Using the 
proprietary process, Eurobond manufactures 
Longbond and sells it to related and unre-
lated parties for the market price of $550 per 
ton. Under the terms of the license agree-
ment, Eurobond pays USbond a royalty of 
$100 per ton of Longbond sold. USbond also 
manufactures and markets Longbond in the 
United States. 

(ii) In evaluating whether the consider-
ation paid for the transfer of the proprietary 
process to Eurobond was arm’s length, the 
district director may consider, subject to the 
best method rule of § 1.482–1(c), USbond’s al-
ternative of producing and selling Longbond 
itself. Reasonably reliable estimates indicate 
that if USbond directly supplied Longbond to 
the European market, a selling price of $300 
per ton would cover its costs and provide a 
reasonable profit for its functions, risks and 
investment of capital associated with the 
production of Longbond for the European 
market. Given that the market price of 
Longbond was $550 per ton, by licensing the 
proprietary process to Eurobond, USbond 
forgoes $250 per ton of profit over the profit 
that would be necessary to compensate it for 
the functions, risks and investment involved 
in supplying Longbond to the European mar-
ket itself. Based on these facts, the district 
director concludes that a royalty of $100 for 
the proprietary process is not arm’s length. 

(e) Coordination with tangible property 
rules. See § 1.482–3(f) for the provisions 
regarding the coordination between the 
tangible property and intangible prop-
erty rules. 

(f) Special rules for transfers of intan-
gible property—(1) Form of consideration. 
If a transferee of an intangible pays 
nominal or no consideration and the 
transferor has retained a substantial 
interest in the property, the arm’s 
length consideration shall be in the 
form of a royalty, unless a different 
form is demonstrably more appro-
priate. 

(2) Periodic adjustments—(i) General 
rule. If an intangible is transferred 
under an arrangement that covers 
more than one year, the consideration 
charged in each taxable year may be 
adjusted to ensure that it is commen-
surate with the income attributable to 
the intangible. Adjustments made pur-
suant to this paragraph (f)(2) shall be 
consistent with the arm’s length stand-
ard and the provisions of § 1.482–1. In 
determining whether to make such ad-
justments in the taxable year under ex-
amination, the district director may 
consider all relevant facts and cir-
cumstances throughout the period the 
intangible is used. The determination 
in an earlier year that the amount 
charged for an intangible was an arm’s 
length amount will not preclude the 
district director in a subsequent tax-
able year from making an adjustment 
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to the amount charged for the intan-
gible in the subsequent year. A periodic 
adjustment under the commensurate 
with income requirement of section 482 
may be made in a subsequent taxable 
year without regard to whether the 
taxable year of the original transfer re-
mains open for statute of limitation 
purposes. For exceptions to this rule 
see paragraph (f)(2)(ii) of this section. 

(ii) Exceptions—(A) Transactions in-
volving the same intangible. If the same 
intangible was transferred to an uncon-
trolled taxpayer under substantially 
the same circumstances as those of the 
controlled transaction; this trans-
action serves as the basis for the appli-
cation of the comparable uncontrolled 
transaction method in the first taxable 
year in which substantial periodic con-
sideration was required to be paid; and 
the amount paid in that year was an 
arm’s length amount, then no alloca-
tion in a subsequent year will be made 
under paragraph (f)(2)(i) of this para-
graph for a controlled transfer of in-
tangible property. 

(B) Transactions involving comparable 
intangible. If the arm’s length result is 
derived from the application of the 
comparable uncontrolled transaction 
method based on the transfer of a com-
parable intangible under comparable 
circumstances to those of the con-
trolled transaction, no allocation will 
be made under paragraph (f)(2)(i) of 
this section if each of the following 
facts is established— 

(1) The controlled taxpayers entered 
into a written agreement (controlled 
agreement) that provided for an 
amount of consideration with respect 
to each taxable year subject to such 
agreement, such consideration was an 
arm’s length amount for the first tax-
able year in which substantial periodic 
consideration was required to be paid 
under the agreement, and such agree-
ment remained in effect for the taxable 
year under review; 

(2) There is a written agreement set-
ting forth the terms of the comparable 
uncontrolled transaction relied upon to 
establish the arm’s length consider-
ation (uncontrolled agreement), which 
contains no provisions that would per-
mit any change to the amount of con-
sideration, a renegotiation, or a termi-
nation of the agreement, in cir-

cumstances comparable to those of the 
controlled transaction in the taxable 
year under review (or that contains 
provisions permitting only specified, 
non-contingent, periodic changes to 
the amount of consideration); 

(3) The controlled agreement is sub-
stantially similar to the uncontrolled 
agreement, with respect to the time pe-
riod for which it is effective and the 
provisions described in paragraph 
(f)(2)(ii)(B)(2) of this section; 

(4) The controlled agreement limits 
use of the intangible to a specified field 
or purpose in a manner that is con-
sistent with industry practice and any 
such limitation in the uncontrolled 
agreement; 

(5) There were no substantial changes 
in the functions performed by the con-
trolled transferee after the controlled 
agreement was executed, except 
changes required by events that were 
not foreseeable; and 

(6) The aggregate profits actually 
earned or the aggregate cost savings 
actually realized by the controlled tax-
payer from the exploitation of the in-
tangible in the year under examina-
tion, and all past years, are not less 
than 80% nor more than 120% of the 
prospective profits or cost savings that 
were foreseeable when the com-
parability of the uncontrolled agree-
ment was established under paragraph 
(c)(2) of this section. 

(C) Methods other than comparable un-
controlled transaction. If the arm’s 
length amount was determined under 
any method other than the comparable 
uncontrolled transaction method, no 
allocation will be made under para-
graph (f)(2)(i) of this section if each of 
the following facts is established— 

(1) The controlled taxpayers entered 
into a written agreement (controlled 
agreement) that provided for an 
amount of consideration with respect 
to each taxable year subject to such 
agreement, and such agreement re-
mained in effect for the taxable year 
under review; 

(2) The consideration called for in the 
controlled agreement was an arm’s 
length amount for the first taxable 
year in which substantial periodic con-
sideration was required to be paid, and 
relevant supporting documentation 
was prepared contemporaneously with 
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the execution of the controlled agree-
ment; 

(3) There have been no substantial 
changes in the functions performed by 
the transferee since the controlled 
agreement was executed, except 
changes required by events that were 
not foreseeable; and 

(4) The total profits actually earned 
or the total cost savings realized by 
the controlled transferee from the ex-
ploitation of the intangible in the year 
under examination, and all past years, 
are not less than 80% nor more than 
120% of the prospective profits or cost 
savings that were foreseeable when the 
controlled agreement was entered into. 

(D) Extraordinary events. No alloca-
tion will be made under paragraph 
(f)(2)(i) of this section if the following 
requirements are met— 

(1) Due to extraordinary events that 
were beyond the control of the con-
trolled taxpayers and that could not 
reasonably have been anticipated at 
the time the controlled agreement was 
entered into, the aggregate actual prof-
its or aggregate cost savings realized 
by the taxpayer are less than 80% or 
more than 120% of the prospective prof-
its or cost savings; and 

(2) All of the requirements of para-
graph (f)(2)(ii) (B) or (C) of this section 
are otherwise satisfied. 

(E) Five-year period. If the require-
ments of § 1.482–4 (f)(2)(ii)(B) or 
(f)(2)(ii)(C) are met for each year of the 
five-year period beginning with the 
first year in which substantial periodic 
consideration was required to be paid, 
then no periodic adjustment will be 
made under paragraph (f)(2)(i) of this 
section in any subsequent year. 

(iii) Examples. The following exam-
ples illustrate this paragraph (f)(2). 

Example 1. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug, 
Nosplit, that is useful in treating migraine 
headaches and produces no significant side 
effects. A number of other drugs for treating 
migraine headaches are already on the mar-
ket, but Nosplit can be expected rapidly to 
dominate the worldwide market for such 
treatments and to command a premium price 
since all other treatments produce side ef-
fects. Thus, USdrug projects that extraor-
dinary profits will be derived from Nosplit in 
the U.S. and European markets. 

(ii) USdrug licenses its newly established 
European subsidiary, Eurodrug, the rights to 

produce and market Nosplit for the Euro-
pean market for 5 years. In setting the roy-
alty rate for this license, USdrug makes pro-
jections of the annual sales revenue and the 
annual profits to be derived from the exploi-
tation of Nosplit by Eurodrug. Based on the 
projections, a royalty rate of 3.9% is estab-
lished for the term of the license. 

(iii) In Year 1, USdrug evaluates the roy-
alty rate it received from Eurodrug. Given 
the high profit potential of Nosplit, USdrug 
is unable to locate any uncontrolled trans-
actions dealing with licenses of comparable 
intangible property. USdrug therefore deter-
mines that the comparable uncontrolled 
transaction method will not provide a reli-
able measure of an arm’s length royalty. 
However, applying the comparable profits 
method to Eurodrug, USdrug determines 
that a royalty rate of 3.9% will result in 
Eurodrug earning an arm’s length return for 
its manufacturing and marketing functions. 

(iv) In Year 5, the U.S. income tax return 
for USdrug is examined, and the district di-
rector must determine whether the royalty 
rate between USdrug and Eurodrug is com-
mensurate with the income attributable to 
Nosplit. In making this determination, the 
district director considers whether any of 
the exceptions in § 1.482–4(f)(2)(ii) are applica-
ble. In particular, the district director com-
pares the profit projections attributable to 
Nosplit made by USdrug against the actual 
profits realized by Eurodrug. The projected 
and actual profits are as follows: 

Profit 
projections Actual profits 

Year 1 ................................ 200 250 
Year 2 ................................ 250 300 
Year 3 ................................ 500 600 
Year 4 ................................ 350 200 
Year 5 ................................ 100 100 

Total ............................ 1400 1450 

(v) The total profits earned through Year 5 
were not less than 80% nor more than 120% 
of the profits that were projected when the 
license was entered into. If the district direc-
tor determines that the other requirements 
of § 1.482–4(f)(2)(ii)(C) were met, no adjust-
ment will be made to the royalty rate be-
tween USdrug and Eurodrug for the license 
of Nosplit. 

Example 2. (i) The facts are the same as in 
Example 1, except that Eurodrug’s actual 
profits earned were much higher than the 
projected profits, as follows: 

Profit 
projections Actual profits 

Year 1 ................................ 200 250 
Year 2 ................................ 250 500 
Year 3 ................................ 500 800 
Year 4 ................................ 350 700 
Year 5 ................................ 100 600 
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Profit 
projections Actual profits 

Total ............................ 1400 2850 

(ii) In examining USdrug’s tax return for 
Year 5, the district director considers the ac-
tual profits realized by Eurodrug in Year 5, 
and all past years. Accordingly, although 
Years 1 through 4 may be closed under the 
statute of limitations, for purposes of deter-
mining whether an adjustment should be 
made with respect to the royalty rate in 
Year 5 with respect to Nosplit, the district 
director aggregates the actual profits from 
those years with the profits of Year 5. How-
ever, the district director will make an ad-
justment, if any, only with respect to Year 5. 

Example 3. (i) FP, a foreign corporation, li-
censes to USS, its U.S. subsidiary, a new air- 
filtering process that permits manufacturing 
plants to meet new environmental standards. 
The license runs for a 10-year period, and the 
profit derived from the new process is pro-
jected to be $15 million per year, for an ag-
gregate profit of $150 million. 

(ii) The royalty rate for the license is 
based on a comparable uncontrolled trans-
action involving a comparable intangible 
under comparable circumstances. The re-
quirements of paragraphs (f)(2)(ii)(B)(1) 
through (5) of this section have been met. 
Specifically, FP and USS have entered into a 
written agreement that provides for a roy-
alty in each year of the license, the royalty 
rate is considered arm’s length for the first 
taxable year in which a substantial royalty 
was required to be paid, the license limited 
the use of the process to a specified field, 
consistent with industry practice, and there 
are no substantial changes in the functions 
performed by USS after the license was en-
tered into. 

(iii) In examining Year 4 of the license, the 
district director determines that the aggre-
gate actual profits earned by USS through 
Year 4 are $30 million, less than 80% of the 
projected profits of $60 million. However, 
USS establishes to the satisfaction of the 
district director that the aggregate actual 
profits from the process are less than 80% of 
the projected profits in Year 3 because an 
earthquake severely damaged USS’s manu-
facturing plant. Because the difference be-
tween the projected profits and actual prof-
its was due to an extraordinary event that 
was beyond the control of USS, and could 
not reasonably have been anticipated at the 
time the license was entered into, the re-
quirement under § 1.482–4(f)(2)(ii)(D) has been 
met, and no adjustment under this section is 
made. 

(3) Ownership of intangible property— 
(i) Identification of owner—(A) In gen-
eral. The legal owner of intangible 
property pursuant to the intellectual 

property law of the relevant jurisdic-
tion, or the holder of rights consti-
tuting an intangible property pursuant 
to contractual terms (such as the 
terms of a license) or other legal provi-
sion, will be considered the sole owner 
of the respective intangible property 
for purposes of this section unless such 
ownership is inconsistent with the eco-
nomic substance of the underlying 
transactions. See § 1.482–1(d)(3)(ii)(B) 
(identifying contractual terms). If no 
owner of the respective intangible 
property is identified under the intel-
lectual property law of the relevant ju-
risdiction, or pursuant to contractual 
terms (including terms imputed pursu-
ant to § 1.482–1(d)(3)(ii)(B)) or other 
legal provision, then the controlled 
taxpayer who has control of the intan-
gible property, based on all the facts 
and circumstances, will be considered 
the sole owner of the intangible prop-
erty for purposes of this section. 

(B) Cost sharing arrangements. The 
rules in this paragraph (f)(3) regarding 
ownership with respect to cost shared 
intangibles and cost sharing arrange-
ments will apply only as provided in 
§ 1.482–7. 

(ii) Examples. The principles of this 
paragraph (f)(3) are illustrated by the 
following examples: 

Example 1. FP, a foreign corporation, is the 
registered holder of the AA trademark in the 
United States. FP licenses to its U.S. sub-
sidiary, USSub, the exclusive rights to man-
ufacture and market products in the United 
States under the AA trademark. FP is the 
owner of the trademark pursuant to intellec-
tual property law. USSub is the owner of the 
license pursuant to the terms of the license, 
but is not the owner of the trademark. See 
paragraphs (b)(3) and (4) of this section (de-
fining an intangible as, among other things, 
a trademark or a license). 

Example 2. The facts are the same as in Ex-
ample 1. As a result of its sales and mar-
keting activities, USSub develops a list of 
several hundred creditworthy customers that 
regularly purchase AA trademarked prod-
ucts. Neither the terms of the contract be-
tween FP and USSub nor the relevant intel-
lectual property law specify which party 
owns the customer list. Because USSub has 
knowledge of the contents of the list, and 
has practical control over its use and dis-
semination, USSub is considered the sole 
owner of the customer list for purposes of 
this paragraph (f)(3). 
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(4) Contribution to the value of intan-
gible property owned by another—(i) In 
general. The arm’s length consideration 
for a contribution by one controlled 
taxpayer that develops or enhances the 
value, or may be reasonably antici-
pated to develop or enhance the value, 
of intangible property owned by an-
other controlled taxpayer will be deter-
mined in accordance with the applica-
ble rules under section 482. If the con-
sideration for such a contribution is 
embedded within the contractual terms 
for a controlled transaction that in-
volves such intangible property, then 
ordinarily no separate allocation will 
be made with respect to such contribu-
tion. In such cases, pursuant to § 1.482– 
1(d)(3), the contribution must be ac-
counted for in evaluating the com-
parability of the controlled transaction 
to uncontrolled comparables, and ac-
cordingly in determining the arm’s 
length consideration in the controlled 
transaction. 

(ii) Examples. The principles of this 
paragraph (f)(4) are illustrated by the 
following examples: 

Example 1. A, a member of a controlled 
group, allows B, another member of the con-
trolled group, to use tangible property, such 
as laboratory equipment, in connection with 
B’s development of an intangible that B 
owns. By furnishing tangible property, A 
makes a contribution to the development of 
intangible property owned by another con-
trolled taxpayer, B. Pursuant to paragraph 
(f)(4)(i) of this section, the arm’s length 
charge for A’s furnishing of tangible prop-
erty will be determined under the rules for 
use of tangible property in § 1.482–2(c). 

Example 2. (i) Facts. FP, a foreign producer 
of wristwatches, is the registered holder of 
the YY trademark in the United States and 
in other countries worldwide. FP enters into 
an exclusive, five-year, renewable agreement 
with its newly organized U.S. subsidiary, 
USSub. The contractual terms of the agree-
ment grant USSub the exclusive right to re- 
sell YY trademark wristwatches in the 
United States, obligate USSub to pay a fixed 
price per wristwatch throughout the entire 
term of the contract, and obligate both FP 
and USSub to undertake without separate 
compensation specified types and levels of 
marketing activities. 

(ii) The consideration for FP’s and USSub’s 
marketing activities, as well as the consider-
ation for the exclusive right to re-sell YY 
trademarked merchandise in the United 
States, are embedded in the transfer price 
paid for the wristwatches. Accordingly, pur-
suant to paragraph (f)(4)(i) of this section, 

ordinarily no separate allocation would be 
appropriate with respect to these embedded 
contributions. 

(iii) Whether an allocation is warranted 
with respect to the transfer price for the 
wristwatches is determined under §§ 1.482–1, 
1.482–3, and this section through § 1.482–6. The 
comparability analysis would include consid-
eration of all relevant factors, including the 
nature of the intangible property embedded 
in the wristwatches and the nature of the 
marketing activities required under the 
agreement. This analysis would also take 
into account that the compensation for the 
activities performed by USSub and FP, as 
well as the consideration for USSub’s use of 
the YY trademark, is embedded in the trans-
fer price for the wristwatches, rather than 
provided for in separate agreements. See 
§§ 1.482–3(f) and 1.482–9(m)(4). 

Example 3. (i) Facts. FP, a foreign producer 
of athletic gear, is the registered holder of 
the AA trademark in the United States and 
in other countries. In year 1, FP licenses to 
a newly organized U.S. subsidiary, USSub, 
the exclusive rights to use certain manufac-
turing and marketing intangible property to 
manufacture and market athletic gear in the 
United States under the AA trademark. The 
license agreement obligates USSub to pay a 
royalty based on sales of trademarked mer-
chandise. The license agreement also obli-
gates FP and USSub to perform without sep-
arate compensation specified types and lev-
els of marketing activities. In year 1, USSub 
manufactures and sells athletic gear under 
the AA trademark in the United States. 

(ii) The consideration for FP’s and USSub’s 
respective marketing activities is embedded 
in the contractual terms of the license for 
the AA trademark. Accordingly, pursuant to 
paragraph (f)(4)(i) of this section, ordinarily 
no separate allocation would be appropriate 
with respect to the embedded contributions 
in year 1. See § 1.482–9(m)(4). 

(iii) Whether an allocation is warranted 
with respect to the royalty under the license 
agreement would be analyzed under § 1.482–1, 
and this section through § 1.482–6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the 
term and geographical exclusivity of the li-
cense, the nature of the intangible property 
subject to the license, and the nature of the 
marketing activities required to be under-
taken pursuant to the license. Pursuant to 
paragraph (f)(4)(i) of this section, the anal-
ysis would also take into account the fact 
that the compensation for the marketing 
services is embedded in the royalty paid for 
use of the AA trademark, rather than pro-
vided for in a separate services agreement. 
For illustrations of application of the best 
method rule, see § 1.482–8 Examples 10, 11, and 
12. 

Example 4. (i) Facts. The year 1 facts are 
the same as in Example 3, with the following 
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exceptions. In year 2, USSub undertakes cer-
tain incremental marketing activities in ad-
dition to those required by the contractual 
terms of the license for the AA trademark 
executed in year 1. The parties do not exe-
cute a separate agreement with respect to 
these incremental marketing activities per-
formed by USSub. The license agreement ex-
ecuted in year 1 is of sufficient duration that 
it is reasonable to anticipate that USSub 
will obtain the benefit of its incremental ac-
tivities, in the form of increased sales or rev-
enues of trademarked products in the U.S. 
market. 

(ii) To the extent that it was reasonable to 
anticipate that USSub’s incremental mar-
keting activities would increase the value 
only of USSub’s intangible property (that is, 
USSub’s license to use the AA trademark for 
a specified term), and not the value of the 
AA trademark owned by FP, USSub’s incre-
mental activities do not constitute a con-
tribution for which an allocation is war-
ranted under paragraph (f)(4)(i) of this sec-
tion. 

Example 5. (i) Facts. The year 1 facts are 
the same as in Example 3. In year 2, FP and 
USSub enter into a separate services agree-
ment that obligates USSub to perform cer-
tain incremental marketing activities to 
promote AA trademark athletic gear in the 
United States, above and beyond the activi-
ties specified in the license agreement exe-
cuted in year 1. In year 2, USSub begins to 
perform these incremental activities, pursu-
ant to the separate services agreement with 
FP. 

(ii) Whether an allocation is warranted 
with respect to USSub’s incremental mar-
keting activities covered by the separate 
services agreement would be evaluated under 
§§ 1.482–1 and 1.482–9, including a comparison 
of the compensation provided for the serv-
ices with the results obtained under a meth-
od pursuant to § 1.482–9, selected and applied 
in accordance with the best method rule of 
§ 1.482–1(c). 

(iii) Whether an allocation is warranted 
with respect to the royalty under the license 
agreement is determined under § 1.482–1, and 
this section through § 1.482–6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the 
term and geographical exclusivity of the li-
cense, the nature of the intangible property 
subject to the license, and the nature of the 
marketing activities required to be under-
taken pursuant to the license. The com-
parability analysis would take into account 
that the compensation for the incremental 
activities by USSub is provided for in the 
separate services agreement, rather than em-
bedded in the royalty paid for use of the AA 
trademark. For illustrations of application 
of the best method rule, see § 1.482–8 Examples 
10, 11, and 12. 

Example 6. (i) Facts. The year 1 facts are 
the same as in Example 3. In year 2, FP and 
USSub enter into a separate services agree-
ment that obligates FP to perform incre-
mental marketing activities, not specified in 
the year 1 license, by advertising AA 
trademarked athletic gear in selected inter-
national sporting events, such as the Olym-
pics and the soccer World Cup. FP’s cor-
porate advertising department develops and 
coordinates these special promotions. The 
separate services agreement obligates USSub 
to pay an amount to FP for the benefit to 
USSub that may reasonably be anticipated 
as the result of FP’s incremental activities. 
The separate services agreement is not a 
qualified cost sharing arrangement under 
§ 1.482–7T. FP begins to perform the incre-
mental activities in year 2 pursuant to the 
separate services agreement. 

(ii) Whether an allocation is warranted 
with respect to the incremental marketing 
activities performed by FP under the sepa-
rate services agreement would be evaluated 
under § 1.482–9. Under the circumstances, it is 
reasonable to anticipate that FP’s activities 
would increase the value of USSub’s license 
as well as the value of FP’s trademark. Ac-
cordingly, the incremental activities by FP 
may constitute in part a controlled services 
transaction for which USSub must com-
pensate FP. The analysis of whether an allo-
cation is warranted would include a compari-
son of the compensation provided for the 
services with the results obtained under a 
method pursuant to § 1.482–9, selected and ap-
plied in accordance with the best method 
rule of § 1.482–1(c). 

(iii) Whether an allocation is appropriate 
with respect to the royalty under the license 
agreement would be evaluated under §§ 1.482– 
1 through 1.482–3, this section, and §§ 1.482–5 
and 1.482–6. The comparability analysis 
would include consideration of all relevant 
factors, such as the term and geographical 
exclusivity of USSub’s license, the nature of 
the intangible property subject to the li-
cense, and the marketing activities required 
to be undertaken by both FP and USSub pur-
suant to the license. This comparability 
analysis would take into account that the 
compensation for the incremental activities 
performed by FP was provided for in the sep-
arate services agreement, rather than em-
bedded in the royalty paid for use of the AA 
trademark. For illustrations of application 
of the best method rule, see § 1.482–8, Example 
10, Example 11, and Example 12. 

(5) Consideration not artificially lim-
ited. The arm’s length consideration for 
the controlled transfer of an intangible 
is not limited by the consideration paid 
in any uncontrolled transactions that 
do not meet the requirements of the 
comparable uncontrolled transaction 
method described in paragraph (c) of 
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this section. Similarly, the arm’s 
length consideration for an intangible 
is not limited by the prevailing rates of 
consideration paid for the use or trans-
fer of intangibles within the same or 
similar industry. 

(6) Lump sum payments—(i) In general. 
If an intangible is transferred in a con-
trolled transaction for a lump sum, 
that amount must be commensurate 
with the income attributable to the in-
tangible. A lump sum is commensurate 
with income in a taxable year if the 
equivalent royalty amount for that 
taxable year is equal to an arm’s 
length royalty. The equivalent royalty 
amount for a taxable year is the 
amount determined by treating the 
lump sum as an advance payment of a 
stream of royalties over the useful life 
of the intangible (or the period covered 
by an agreement, if shorter), taking 
into account the projected sales of the 
licensee as of the date of the transfer. 
Thus, determining the equivalent roy-
alty amount requires a present value 
calculation based on the lump sum, an 
appropriate discount rate, and the pro-
jected sales over the relevant period. 
The equivalent royalty amount is sub-
ject to periodic adjustments under 
§ 1.482–4(f)(2)(i) to the same extent as an 
actual royalty payment pursuant to a 
license agreement. 

(ii) Exceptions. No periodic adjust-
ment will be made under paragraph 
(f)(2)(i) of this section if any of the ex-
ceptions to periodic adjustments pro-
vided in paragraph (f)(2)(ii) of this sec-
tion apply. 

(iii) Example. The following example 
illustrates the principle of this para-
graph (f)(5). 

Example. Calculation of the equivalent roy-
alty amount. (i) FSub is the foreign sub-
sidiary of USP, a U.S. company. USP li-
censes FSub the right to produce and sell the 
whopperchopper, a patented new kitchen ap-
pliance, for the foreign market. The license 
is for a period of five years, and payment 
takes the form of a single lump-sum charge 
of $500,000 that is paid at the beginning of the 
period. 

(ii) The equivalent royalty amount for this 
license is determined by deriving an equiva-
lent royalty rate equal to the lump-sum pay-
ment divided by the present discounted value 
of FSub’s projected sales of whopperchoppers 
over the life of the license. Based on the 
riskiness of the whopperchopper business, an 
appropriate discount rate is determined to be 

10 percent. Projected sales of 
whopperchoppers for each year of the license 
are as follows: 

Year Projected 
sales 

1 ..................................................................... $2,500,000 
2 ..................................................................... 2,600,000 
3 ..................................................................... 2,700,000 
4 ..................................................................... 2,700,000 
5 ..................................................................... 2,750,000 

(iii) Based on this information, the present 
discounted value of the projected 
whopperchopper sales is approximately $10 
million, yielding an equivalent royalty rate 
of approximately 5%. Thus, the equivalent 
royalty amounts for each year are as follows: 

Year Projected 
sales 

Equivalent roy-
alty amount 

1 ......................................... $2,500,000 $125,000 
2 ......................................... 2,600,000 130,000 
3 ......................................... 2,700,000 135,000 
4 ......................................... 2,700,000 135,000 
5 ......................................... 2,750,000 137,500 

(iv) If in any of the five taxable years the 
equivalent royalty amount is determined not 
to be an arm’s length amount, a periodic ad-
justment may be made pursuant to § 1.482– 
4(f)(2)(i). The adjustment in such case would 
be equal to the difference between the equiv-
alent royalty amount and the arm’s length 
royalty in that taxable year. 

(g) Coordination with rules governing 
cost sharing arrangements. Section 1.482– 
7 provides the specific methods to be 
used to determine arm’s length results 
of controlled transactions in connec-
tion with a cost sharing arrangement. 
This section provides the specific 
methods to be used to determine arm’s 
length results of a transfer of intan-
gible property, including in an arrange-
ment for sharing the costs and risks of 
developing intangibles other than a 
cost sharing arrangement covered by 
§ 1.482–7. In the case of such an arrange-
ment, consideration of the principles, 
methods, comparability, and reliability 
considerations set forth in § 1.482–7 is 
relevant in determining the best meth-
od, including an unspecified method, 
under this section, as appropriately ad-
justed in light of the differences in the 
facts and circumstances between such 
arrangement and a cost sharing ar-
rangement. 

(h) Effective/applicability date—(1) In 
general. Except as provided in the suc-
ceeding sentence, the provisions of 
paragraphs (f)(3) and (4) of this section 
are generally applicable for taxable 
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years beginning after December 31, 
2006. The provisions of paragraphs 
(f)(3)(i)(B) and (g) of this section are 
generally applicable on January 5, 2009. 

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to 
apply the provisions of paragraphs 
(f)(3) and (4) of this section to earlier 
taxable years in accordance with the 
rules set forth in § 1.482–9(n)(2). 

[T.D. 8552, 59 FR 35016, July 8, 1994; T.D. 9278, 
71 FR 44484, Aug. 4, 2006; T.D. 9456, 74 FR 
38842, Aug. 4, 2009; T.D. 9568, 76 FR 80090, Dec. 
22, 2011] 

§ 1.482–5 Comparable profits method. 
(a) In general. The comparable profits 

method evaluates whether the amount 
charged in a controlled transaction is 
arm’s length based on objective meas-
ures of profitability (profit level indi-
cators) derived from uncontrolled tax-
payers that engage in similar business 
activities under similar circumstances. 

(b) Determination of arm’s length re-
sult—(1) In general. Under the com-
parable profits method, the determina-
tion of an arm’s length result is based 
on the amount of operating profit that 
the tested party would have earned on 
related party transactions if its profit 
level indicator were equal to that of an 
uncontrolled comparable (comparable 
operating profit). Comparable oper-
ating profit is calculated by deter-
mining a profit level indicator for an 
uncontrolled comparable, and applying 
the profit level indicator to the finan-
cial data related to the tested party’s 
most narrowly identifiable business ac-
tivity for which data incorporating the 
controlled transaction is available (rel-
evant business activity). To the extent 
possible, profit level indicators should 
be applied solely to the tested party’s 
financial data that is related to con-
trolled transactions. The tested party’s 
reported operating profit is compared 
to the comparable operating profits de-
rived from the profit level indicators of 
uncontrolled comparables to determine 
whether the reported operating profit 
represents an arm’s length result. 

(2) Tested party—(i) In general. For 
purposes of this section, the tested 
party will be the participant in the 
controlled transaction whose operating 
profit attributable to the controlled 
transactions can be verified using the 

most reliable data and requiring the 
fewest and most reliable adjustments, 
and for which reliable data regarding 
uncontrolled comparables can be lo-
cated. Consequently, in most cases the 
tested party will be the least complex 
of the controlled taxpayers and will 
not own valuable intangible property 
or unique assets that distinguish it 
from potential uncontrolled 
comparables. 

(ii) Adjustments for tested party. The 
tested party’s operating profit must 
first be adjusted to reflect all other al-
locations under section 482, other than 
adjustments pursuant to this section. 

(3) Arm’s length range. See § 1.482– 
1(e)(2) for the determination of the 
arm’s length range. For purposes of the 
comparable profits method, the arm’s 
length range will be established using 
comparable operating profits derived 
from a single profit level indicator. 

(4) Profit level indicators. Profit level 
indicators are ratios that measure rela-
tionships between profits and costs in-
curred or resources employed. A vari-
ety of profit level indicators can be cal-
culated in any given case. Whether use 
of a particular profit level indicator is 
appropriate depends upon a number of 
factors, including the nature of the ac-
tivities of the tested party, the reli-
ability of the available data with re-
spect to uncontrolled comparables, and 
the extent to which the profit level in-
dicator is likely to produce a reliable 
measure of the income that the tested 
party would have earned had it dealt 
with controlled taxpayers at arm’s 
length, taking into account all of the 
facts and circumstances. The profit 
level indicators should be derived from 
a sufficient number of years of data to 
reasonably measure returns that ac-
crue to uncontrolled comparables. Gen-
erally, such a period should encompass 
at least the taxable year under review 
and the preceding two taxable years. 
This analysis must be applied in ac-
cordance with § 1.482–1(f)(2)(iii)(D). 
Profit level indicators that may pro-
vide a reliable basis for comparing op-
erating profits of the tested party and 
uncontrolled comparables include the 
following— 

(i) Rate of return on capital employed. 
The rate of return on capital employed 
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